
September 30, 1992 levels), the system should be permitted to adjust its rates after

the freeze period in order to compensate not only for inflation but also for increases

in other exogenous costs since September 30, 1992.

The Commission's priee-cap system allows systems with rates above

the benchmarks to adjuat the benchmarks upwards (toward existing prices) based

on inflation from September 30, 1992, to the date of regulation. But the

Commission does not permit these systems to adjust for increases in exogenous

costs during that period. Because the Commission recognizes the reasonableness of

adjusting for exogenous costs after regulation beeins. it is wholly irrational not to

recognize increases in these costs since September 30, 1992.

Moreover. the price-cap system does not permit cable operators whose

rates are currently below the benchmarks to adjust their rates at all for either

inflation or exogenous cost increases occurring between September 30, 1992, and

the date of regulation. Plainly, this is irrational and unfairly penalizes those

systems with low rates.

3. StreamUned Cost-of-Service Analysis Should Be
Permitted for Small Systems

The Coalition ofSmall System Operators plans to file comments on the

Further Notice ofProposed Rulemaking to be released by the CommiMion with

respect to cost-of-service procedures. Therefore. we will not address cost-of-service

procedures here, except to state that a streamlined form of cost-of-service analysis

will serve as the third level of the rate analysis for small systems, following (i)

analysis of net income to determine if the system has per se Reasonable Net Income

(in which case the system's rates are automatically deemed to be reasonable); and

(ii) analysis of rates under the proposed, revised benchmarks, as adjusted for

density where appropriate.

- 18-
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III. THE FCC SHOULD PERMIT MORE PASS-TBROUGHS FOR
EXOGENOUS COSTS.

In order to reduce the administrative burdens imposed by rate

regulation on small systems. the Commission should permit the pass-through of

additional exogenous costs under the benchmark regulatory scheme. Otherwise,

these costs will eventually force virtually all systems into making cost-of'-8en'!ce

showings. Even though standards have not yet been developed for the cost-of­

service procedure, there is no question that such procedures will demand much

more research, analysis and preparation -- at the system level, the franchise level,

and the FCC level -- than making pass-through adjustments to price-cap rates.

Moreover, there is no reason not to permit the pass-through ofcosts over which a

system has no control. Again, such costs would clearly be permitted to be recovered

under cost-of-service procedures, but because these costs are independently

established and outside the control of the system, there should not be any question

regarding the system's right to recover them. Accordingly, it is appropriate to

permit these costs to be recovered pursuant to a direct pass-through procedure

rather than a full-blown cost-of-service proceeding, which should be reserved for .

cases where the amount ofor right to recover a particular cost is controversial.

In determining which costs should be permitted to be passed through,

the Commission should take care not to provide di.sQlcentives for the addition of

channels or the improvement ofprogramming. Specifically, systems with rates

below the benchmarks should not be discouraged from adding new channels by the

new regulatory structure. And yet, as it is currently configured, the Commission's

benchmark/price-cap structure would punish those systems adding channels or

improving programming in certain instances. For example, for systems with below­

benchmark rates as ofApril 5, 1993, it is unclear whether programming costs

associated with the addition of channels would be permissible pass-through items.

- 19 -
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If a system with rates currently above the benchmarks adds a satellite channel, the

overall rate permitted under the benchmark is adjusted slightly upward by the

addition.lJ./ But if a system with rates already below the benchmarks adds a

channel, there is no apparent mechanism to pass through any of the costs of the

new channel, including' programming expenses. The Commission should clarify

that the addition of ch8QDe1s qualities as an "increaSe" ih programming costs that

may be passed through to subscribers.

In addition, other costs associated with adding channels must be

included as pass-throup items in order for the rules not to discourage the

expansion ofprogramming options. For example, headend costs and costs for

. improving the distribution plant required by the addition ofchannels must be

treated as pass-through items. These costs can be substantial, especially for small

systems with hundreds ofheadends, each serving only a few subscribers. One

Small System Operator, serving approximately 304,734 subscribers from 416

headends, estimates that the cost of adding a single channel ofprogramming

throughout all of its systems would be about $748,000, or $2.45 per subscriber. By

contrast, the operator estimates that adding the same channel to an urban system

serving 304,000 subscribers would cost about $.05 per subscriber, due mainly to

much lower headend and distribution plant costs. Thus, if small systems are

unable to pass through these substantial costs stemming from the addition of

channels, it would greatly impede their ability to add channels and to improve

programming.

The need for small systems to increase the amount ofprogramming

choice is especially critical as direct broadcast satellite distributions ready for

~I That upward adjustment, however, generally is not enough to cover the full
cost of the programming. Even systems which are above benchmarks should be
permitted to pass through all of the programming cost after the freeze is over.

- 20-
" ~2354'OOOJ'GVOOO901.DOC



launch. Small systems tend to have many fewer chaDDe1s today than do larger

suburban and urban systems. .101 Thua, sm.n systems face a greater need to

expand channel capacity. Small systems' ability to pass through these costs is

made even more critical at this time by must-carry requirements, which are forcing

many small systems to increase their channel capacity. Yet under the

Commission's price cap system, none of the costs ofexpanding the amount of

programming offered by a cable system may apparendy be passed through. Unless

the Commission seeks the eradication of small systems, their costs ofincreasing

programming selection III.IW be permitted to be passed through.

IV. IT IS IMPEBMlSSmLE FOR THE FCC TO THREATEN TO PUNISH
SYSTEMS SEEKING TO JUS'!'IFY RATES BASED ON COST-OF­
SERVICE PROCEDURES.

The FCC cannot offer the cost-of-service alternative as a constitutional

escape valve on the one hand while threateDinC to punish those who use it on the

other hand. Moreover, the threat to use the results ofcost-of-service procedures to

reduce rates to below-benchmark levels undermines the whole benchmark scheme

of regulation. The CommiMion will adopt rate benchmarks in this proceedinC

which, for better or for worse, will be deemed by the FCC to represent per se

reasonable rates. To then second-guess the reasonableness of the benchmark rates

based on information submitted by a system in a cost-of-service proceedinC would

call into question the concept that all benchmark rates are Per se reasonable. This

is particularly troubling in view of the FCC's decision to establish benchmarks

based on historical pricing, and not based on cost. Cost data was not even solicited

from systems in the FCC's rate survey. The failure of the FCC even to solicit cost

101 The FCC's random sample of systems shows that the average system with
more than 1,000 subscribers has 33.3 channels ofprogramming, while the average
small system has only 20.2 channels ofprogramming.
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data belies its concern that prices should be based on costs. Indeed. this lack of

interest in cost-based data exposes the FCC's statement that it would reduce rates

to below-benchmark levels - if a cost-of-serv.ice procedure fails to justify the

benchmark rate -- as a threat ofpunitive action, designed to discourage the pursuit

ofcost-of-service procedures. If the FCC were truly motivated by a concern that

pricing be based on costs, it would have solicited cost data rather than pricing data

in its rate surveys.

In order to preserve the viability ofcost-of-serv.ice procedures as a

constitutional safety valve, and to preserve the validity of the per se reasonable

benchmark rates, the Commission must not threaten to reduce rates to below­

benchmark levels based on the outcome of a cost-of-serv.ice procedure.

CONCLUSION

In view of the unique costs and administrative burdens faced by small

systems (with less than 1,000 subscribers), the Coalition ofSmall System Operators

hereby requests that the Commjnion adopt a simplified replatory scheme for

small systems. Under this scheme, small systems would be deemed to have

reasonable rates if their net income is below a certain level (determined as a

percentage of gross revenues). Small systems with net income above that level

could undertake a benchmark analysis, with adjustments to rates for systems with

density ofless than 30 homes passed per mile. Finally, small systems would have

the option to pursue a cost-of-service analysis using streamljned methods to be set

forth in the Commission's Rulemaking with respect to cost-of-service issues.

Small system operators have provided valuable service to the public by

building cable plant in areas where large MSO's have refused to operate.

Generally, the small-town councils, mayors and other governing bodies have

recognized the services being provided by the small operators and appreciate the
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risks undertaken by the small entrepreneurs building these rural systems, often

agreeing to higher rates than average so that their towns will have access to cable

television. Federal intervention now threatens to interfere with those

arrangements on which many small operators relied when they brought cable

service to sparsely populated areas.

The Commission has recently suaested in various forums that it

desires to reduce the administrative burdens on small systems. We believe that

this Petition for Reconsideration spells out in detail reasonable ways for the

Commission to do so. We also believe that it is beyond question that the

Commission's rate regulation rules, as promulgated, do not meet the statutory

solicitude for small systems. The Commission has an opportunity now, before the

stay is concluded, to meet its obligations under the 1992 Cable Act. We respectfully

request that it do so.

Respectfully submitted,

COALITION OF SMALL SYSTEM
OPERATORS

G8lrdn·er F. Gillespie
Jacqueline P. Cleary

HOGAN '" HARTSON
555 13th Street, N.W.
Washington, DC 20004
202/637·5600

Dated: June 21, 1993
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DlCLWTIQI or WI' DIIDIJ

I, DeaD .audry, herab7 4eclare UDder penalty of

perju~ ~ba~ ~ followiDO i. ~rue aDd correct to tbe best of

my kDowle4ge, illfo~tioD aDd belief:

1. _ ~ i. DeaD WlUldry. I _ Vice Pre.i4ent,

Operation., FaDCb Co--nD1catioDa, Imc. FaDCb aDd its

affiliate. operate 2'0 bea4ea4s iD app~..~.17 460 fraDCbise

area. iD .1......tat.., aDd prcwi4e cabl•••"ice to

approzimatel7 115,000 aubscribers. PaDCb' • ..,stems have an

average of 672 aubacriber••

2. FaDCb operates a 1.~ D"••r of cable 87IIt­

that would be ....r.17 affectld _ application of the PeeSera1

CammunicatioDa ea--d••ion'. rate rega1atioa beDcbmarka.

3. For ezampl., FaDCb operat.. a cable IIJ"St- iD

GreyatoDe, Colorado. Fech built t:Jae II]'IIt- iD 1,aa-19 aDd

curreDtly provi4e. 26 chaDDel. of DOD-pr.-iu. vi480 pro9r~ag

to 557 subscribers.

4. ID 1"2 the -.rat.. baG total reYeDU•• of 8207,'14.

5. Duriag the s_ period, the SJ'Irt- ezperience4

operatiag ezpeaa.. of '101,134. ~ 4epreciatioD for the

syst_ ••s '62,000, aDd tbe iaterest ezpeaae for the 87IIt- ••s

$34,752.



6. nariDg 1992, therefor., tbe Gre.rstoDe W,Ystem had

net iDcome of ",3,a.
7 • '.ft* ft:C blmc1m'rk -.t:bcMSology would retJUire l'aDCh

to reduce t:he r....... fr" revu1a~" ••rYices iD ~be Gr",,~oDe

87Btem ~ a ~o~al of 'la,744.

I. Paacb projeeu ~t for ~ JIIrZt 12 .oDths, it

will bye ~"eD_ of J214,5M, opeZ'a~ ....... of '106,126,

d.preci.~ioJl of '12,000, iDt:ereR ....... of J34,752, aDd • Det

profit of '10,106.

I. ..n .... = nI1aae it:a rat:ea (aDd r.......) b:r

that .-nmt, tbe~ woa1d ....d .... Det 10•• of '7,131

for t:be DtIZt 12 .-t:ba.

...

W.,,'i21 -, 4 ....
•• I n., I ft
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•

10. 1JD4.r the FCC' s ru1.s aDd other pronouncements,

Fanch must decide tr.r JUDe 21, 1993, wbether to (1) shut the

system down, ceasiag ••rvice to 563 subscribers; (il) reduce

rates accordiDg to the PCC's ~ark ..tb04010gy to the point

where reYeau•• do DOt cover .11 of the -.,st..•• ezp8nses; (iii)

retain the ezi.tiDg rate .tru~re ~a.e4 on a co.t-of-.ervice

ana1,..is • The PCC ha. DOt 78t iDlUcate4 what standards will be

used for • cost-of-••rYice sbGwiDg for ~l• ."at... aDd has

threateaed that aD .~.-pt to jaatlfr rat.. tr.r cost-of-••rYice

could re.ult ill a r ......lr-.at that rate. be reduced ..en below

the 1JeDcbllarJt rat.., wit:Ia refUDds _Gk to JUDe 21, 1"3.

11. In ri_ of t:his t:breat, and t:be failure of ~

FCC to detail bow co.t-of-••rYice.•bowl.... M7 be mad., Panch

does DOt ha.e eDOU9h iDfoZllation to __ aD iDt.lligent

deci.ion.

12. If Paacb _re to re4ace it. r.t.. UDd.r the

bencbllarka, the loat r ....... could ....r be reccw.re4, and the

inability to _t 1:Iae ."at_'s ezpeaa.s 1IOUld require .erious

consideration to .bIlt:tiD9 ~ .,..t_ off. OIl the other hand,

although PaDCb bell.... that &Qr reasonable co.t-of-••rYice

analysis would justify the .,..t..'. ezistillg rat•• (and ..en a

substantial iller••••), Panch ha. DO a••urance at this tiae that .-

what it consid.rs a r •••onele cost-of-s.rYice aDa1rsi. will be

employed. ADd ~ JICC bas indicated that cele erst...

(including Panch) ~ be required to _ke a refUDd to
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sub.cribers back to .l1me 21, 1993, for aay charges above those

justified ~ tbe PCC·. ana1,wis. ~refore, if Fanch chooses

to retain its cuzreat rate. ba.ed on a co.t-of-service

aDalysis, it ruDS the risk tbat it. aet lo••e. could be~

higher tbaD the 10.... that would he generated for the period

after JUDe 21 UDder the bencb-arka.

13. ~ Pee rel.a.ed it. 500-plus page rate

regulatioD order OD -.r 3, 1"3. ~ or4er coataina

approzi..telr 50 .a9" of fo~ aDd iDatnct:iODS. OIl liar 13,

1993, tbe I'CC _14 a 'Yi4eotaptd, .atellite-4eliYere4 public

meetin; iD whicb Pee .taff .wher••~ .are thaD aJl bour

explaining how to flll out tile billet Irk fo~. Sll1Ctt ~at

meetiDg, tbe FCC baa 188Ue4 'Yari.. ot:ber pr~t.

CODcerniDg the beDcteark .".t_.. FaDCb baa att.-pte4 to

uDderstand the """Irk _t.b0401OV· aD4 to perform the

nece.sary aDal"... for it. 8781:-.

14. At t:Ia1. polnt, FaDCb ba. cc.pletll4 beDcbmark

calculations (iaclading eqai~t aDd iDatallatioD abarge.) for

oDly .siz .,..t_. we ezpect tbat .. will be able to ca.plete

tbe allalysis for 30-40 ~_ in tiM to __ a4jua~t.

before JUDe 21, 1"3. we will .taplr be UDahle to COIIPlete the

aDalyses for the other 250-260 .,.t"'~br ~at time. ~

Eventually, accordiDg to the J'CC's iutruetiou, .. -.a.t

complete the beIle••rk _1".1. for each fraDChi.e area, of

wbich Fanch bas approzi_tely "'0. .... if the co.t-of-.ervice

- .. -



1Mb ...aila1t1e, t:IIeJ:e!o~, •••a _It DOt be able to ._

deci.ioM ~.u.. tile ..... nD .t&w:tHM fGr ..., at i.ta

fnIICItaUM ., .... 21, 1112.

11. .,. 11'• .ua 1=' faoea __11

apIIrat:Gl:. wlt:ll n • _.-- 'e, I t:::IIft~ _t ~.
1,25' 1aI:e.D t:e IInsoe.-Din • tM.., I, lin 'i_ ~r
t:M _ "_1 ·..~i••• nIM. sa IIMltJ .-t oat

2,721~·to _ 1. 1..2. ADIt,

.tIIae ... •••• _ ZNTI DI tieeel f.IIidri-

.aId... faz aJ.ad1laat:loD _ 8Mlti••l~ &W1au.. t:o

tM .., .....1 -...- nIM. 'ft'._ ~..a

....n.". •••• tiUiMa ' _._t fna.

......... .. _ CSf-' tID _ t:Iaaa 108

s..-z-te _b,sl a.. of ~.

J'IIaS'.

Dat:e:-k' -//-93
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DECLARATION

I, the undersipaed, hereby Were UDder penalty ofperjury that the
following is true and col'ft!Ct to the beat ofmy baowledge, information and belief.

. Doullas CommUDiCatioDa Carp. II ("Douelas") is the DUlDaciDc pneral
partner offive limited partnerships, which, 88 alMaIch 3, 1993, owned and
operated cable sy8tems~ 01.. total of.appmximate1y 468
fl'ancbi.. and approwi-ately 414 headeDda wJaich eenred approximately 102,000
sabacrihers. However, approximately 406 afDtNpa,' 414 headeadB were for
fraDcJWJea aerv.iDr1_ than 1,000 ("Sm. Syatems"). 1D fact, as of
Marcb 3, 1993, DourI-' Small System.s averace ofmily 191 aub'Cribers
and provided aD averqe of16 activatedcia·... '!be .... l81'Ved by DourIas'
Small System.s have a averace deJUlity of_ thaD 41 homes passed per mile and
24 subscribers per mile with an averap penetration of60%.

DourI- crmtiDuea to aped.....tial time aDd mcmie8 in a pod
faith e&'ort to uncJerstaad the Federal eom..nicetiOD8 CmnmjssiOD'S ("FCC")
500-pap May 3, 1993 Beport and Order, iDcla.... the extensive worksheets,
iDatruc:tioDa, and ftrnna, 88 well as the FCC'. Jl1IJMrOU8 other proDounc:ement8
implementine the 1992 Cable Te1eviaioa Act. 9iJM:e the FCC's replatioDa are VfII:1
complex, it has heeD. neellary for DouPu' limited penoDnel to spend an
inordinate amount of tiae ui.d.e from their .....81 duties to begin C81ca1atiDc the
beacbmarks preacribed by the FCC. However,.me. DouPu has limited per8OIUlel,
who must calculate beDehmarb for nearly 500 fl'aDcbi.., it is hich1y uDlikety that
DoucJ.as will be able to complete benchmark caJcalatUma and a«ljust ita rates, where
necessary, for its nearly 500 franchises by JUDe 21, 1993.

Even ifDoarJas were able to complete ca1cuJaticms of the benchmark
rates for an ofita fraDdrins and implement the rate clumps, it would neither have
the pe1'8OJIJle1 nor budptt necessary to then c.uuDCe ad complete cost-of-aervice
analysis for ita fnmebil., even assumi.Dc the FCC had issued standards to conduct
cost-of-aervice ahowiDp for small systems, by JUDe 21, 1993.

While larce cable systems may have the per80DJlel and monies to
calculate the benchmarb preecribed by the FCC ad COIlduct cost-of-aervice
analysis by June 21, 1998, DoucIas' as a small sy8tems operator with Jimited
P8l'8ODDel and budpt limply cannot complete such an underta.ki.Dg by that date.
The administrative burden, not to mention the costa, ofunderstandiDg the FCC's·
complex regu!aticms, calculating benchmarks, ..d completing cost-of-service
analysis, are substantial. MOl'eOVer, cost-of-service is not an acceptable alternative
to the benchmarks in view of the FCC's threat that it would reduce rates to below
benchmark levels if the as yet undefined cost-of-service showing does not justify
existing rates. Douglas, like many other similarly situated small systems, requires
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I, William Shew, hereby declare ..... penalty of perjury that the following

statements.. true and correct:

I am Director of Economic SIudieI, Arthur Andersen Economic

Consulting. I have engaged in~ IIudieI of the economics of cable

systems and television markets in the United States and Europe. My aJrTicuIum

vitae is attached.

I have been asked to 8X8mine the fotn:I8tion of the benchmarks

proposed by the FCC to regulate the prices of basic cable services, particul.-ty

as those benchmarks 8ppIy to ..... cable systems, defined as having fewer

than 1000 .. lbsaibers. The benchmarks .. intended to describe the prices that

"competitive" cable television systems would charge for basic cable service

packages. The FCC recognized that the prices charged by a cable system ­

whether it is "competitive" or not - depend on c:twacwistics of the service it

provides. The FCC's schedule of competiIive benchmarks is a fu1ction of (1) the

nLmber of system subsaibers, (2) the runber of channels available on all

regulated tiers, and (3) the runber of sateI.ibHteIivered channels on all

regulated tiers. The FCC plans to prohibit any "norH:ompetitive" cable system

from charging service prices higher than the benchmark prices that, according to

its analysis, a "competitive" cable system would charge in the same

circumstances.

My conclusions concerning the statistical validity and the soundness of

the benchmarks can be Sl.mI1l8rized as follows:



1. There .. inaccurecies in the FCC data used to develop the
benc:t1IMrks. Determining how.... inaccuracies have affected
the benc:t1IMrks would be quite difficult.

2. The FCCs ..-npIe of ....~1Nesysa.". is quite small, with
the ...... that the benchnw1ca derived by the FCC are
c:h8racWized by 8 significant degI_ of t.n:ertainty.

3. A runber of the systems used to develop "competitive"
benc:t1IMrks ... 1IU'Iic:iptII .,.... or private systems engaged in
price~, whose pne. would tend to lI'1derstate the prices that
... SUIt8inabIe in Iong-rw1 competition.

4. The FCC benchmark equation does not adequately predid the
pne. ct.rged by smal" competitive cable systems.

I will begin by summarizing how the FCC constJucted its benchnwks,

which is n8C8SS8'Y to W1derstand their infirmities. I will then explain my

reservations about the benchmarks.

.8enchrr)ark Constructjgn

To develop its competitive benchnwks, the FCC began by sending 8

questionnaire to systemI serving 748 C8bIe franchises, out of a total of

approximately 30,000 cable franchi8es openlting in the U.S.. Of the 748

surveyed fr&1chises, 300 were r81domIy ....cted. The remainder consisted of

at least one franchise belonging to each of the largest 100 cable systems .-let

franchises where the FCC believed that "effective" competition was taking place.

Cable systems were asked to report, for basic cable service packages they

provided, how many channels and satellite-transmitted channels were supplied

and the price that was charged, as of September 30, 1992. They were also

2


